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D.C. RETIREMENT SYSTEM—COPING WITH
UNFUNDED LIABILITIES

TUESDAY, APRII 29, 1997

HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON THE CIVIL SERVICE,
COMMITTEE ON GOVERNMENT REFORM AND OVERSIGHT,
Washington, DC.

The subcommittee met, pursuant to notice, at 2:10 p.m., in room
2154, Rayburn House Office Building, Hon. John L. Mica (chair-
man of the subcommittee) presiding.

P(Iiesent: Representatives Mica, Morella, Cummings, Norton, and
Ford.

Staff present: George Nesterczuk, staff director; Caroline Fiel,
clerk; Ned Lynch, professional staff member; and Cedric Hendricks,
minority counsel.

Mr. MicA. Good afternoon. I would like to call this meeting of the
House Civil Service Subcommittee to order.

Today the subcommittee will be holding a hearing on the D.C. re-
tirement system. The title of it is, “Coping With Unfunded Liabil-
ities.” This hearing is at the request of one of our Members, the
Delegate from the District of Columbia, Ms. Norton, and also due
to my interest in this topic and the administration’s proposal for
making dramatic changes in the D.C. retirement system.

I would also like to announce, for those who were interested in
the markup that was to take place immediately following this hear-
ing, that the markup will be postponed, and hopefully we will have
an opportunity to announce that it will be held at some near future
date, but it will not be this afternoon.

I would like to start this afternoon’s hearing on the D.C. retire-
ment pension changes with my opening statement, then yield to
our members.

Ladies and gentlemen, my colleagues, from the moment that I
accepted responsibility as Chair of this subcommittee, I have al-
ways emphasized my concern and my commitment that we ade-
quately fund retirement systems for our public employees, particu-
larly our Federal employees.

Today’s hearing will review the proposal by the administration to
dramatically alter the District’s employee pension fund. The pro-
posal that has been made has been reviewed by several of our over-
sight agencies, and today we will have an opportunity for the sub-
committee to understand the consequences of alternatives currently
being considered.

For most of its employees, the District of Columbia provides a de-
fined contribution retirement plan. With a defined contribution
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plan, Government provides funds for future pensions from current
expenses. Therefore, it has no unfunded future obligation, and pen-
sions earned by today’s employees are not vulnerable to future fis-
cal anxieties. More important, future taxpayers are protected from
potential fiscal time bombs in their Governments’ accounts.

Defined benefit retirement plans often promise more generous
benefits but are rarely funded by dedicated revenues. Instead, fu-
ture payments are promised from the “full faith and credit” of the
Government that, in fact, owes the pensions.

As the Congressional Budget Office described this process in a
March 27 memorandum, it is the equivalent of saving for your chil-
dren’s college education by sticking IOUs in a cookie jar. They used
this analogy, and I will refer to it today. When the tuition comes
due, somebody will have to redeem the IOUs.

Again today, CBO illustrates the problem very well: nonmarket-
able Treasury securities that make up the assets of Federal pen-
sion funds are nothing more, in fact, than IOUs. In CBO’s words,
and I quote, “Those Federal securities are merely the promise of
the Federal Government to itself, the left pocket owes the right
pocket, but the combined trouser assets are exactly zero.” As CBO
describes the results of this fiscal charade, “From the perspective
of the Federal Government as a whole, none of the $1.5 trillion in
promised annuities is funded.” That’s not what I said; that’s what
CC{BO said. “None of the $1.5 trillion in promised annuities is fund-
e .”

When Congress established home rule for the District, it selected
a different option to fund the future benefits of its police, fire-
fighters, and teachers. The District’s Retirement Board manages
investments that earn revenues rather than IOUs. These accounts
now hold about $4.2 billion in real assets to provide for future pen-
sions. Even with that investment success, the District’s future obli-
gations are still only 44 percent funded.

For fiscal year 1998, the cost of redeeming the IOUs in the Dis-
trict’s “full faith and credit” cookie jar amounts to $307 million.
The District, however, cannot easily raise taxes to fund this obliga-
tion. The District’s need to borrow restricts its ability to provide
current services and increases its need to tax current residents.
The District’s high tax rates tend to reduce its potential for attract-
ing business, investments, and an expanded resident population.

Clearly, the District needs relief from this vicious fiscal cycle.
The administration and the District government set an arbitrary
target for an annual retirement payment of $60 million. Over the
next 10 years, they also plan to spend more than $3 billion of the
District retirement fund’s assets to pay the benefits that the Presi-
dent has described as being assumed by the Federal Government.

This plan, unfortunately, has two major flaws: First, the plan al-
lows the Federal Government to raid the hard assets of the District
retirement fund. This provides the appearance of establishing a
balanced budget or working toward a balanced budget, while the
administration continues to increase domestic spending within the
5-year budget window that we’ve been talking about here.

Rather than reduce spending to pay for the District’s recovery,
the administration plans to raid the retirement fund of the Dis-
trict’s police, firefighters, and teachers. This potential fiscal fiasco
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will not erase these obligations. Instead, what will happen is, they
will be transferred into the budgetary so-called “out years.” In the
year 2010, the assets raided from the District retirement fund will
have been depleted. Tomorrow’s taxpayers will be left holding the
bag, a pretty sizable one, too.

With their real funds expended, District employees will join our
current Federal employees and retirees in an annual raid on the
U.S. Treasury just to survive. Unfortunately, there will be nothing
but IOUs in the Federal cookie jar. Where the District’s unfunded
liability is a mere $4.8 billion—I say that “mere,” because the Fed-
eral retirement system is now $540 billion—the unfunded liability
ichat we are going to combine this with, is over a half trillion dol-
ars.

Where the District each year must raise more than $300 million
to fund its obligations, the Civil Service Retirement and Disability
Fund needs to tap current taxpayers for about $30 billion to cover
this year’s shortfall. In this year’s budget analysis provided by
Chairman Kasich, I think we rank about third or fourth in obliga-
tions tapping the general treasury. I think first is Social Security
and Medicare and Medicaid, and then this $30-billion shortfall to
cover our Federal retirees’ benefits.

Within 20 years, in 2016, the annual cost of paying for funds
raided from the Federal cookie jar will exceed $100 billion. By
2041, OPM has forecasted that the annual shortfall for Federal
pensions will amount to $221 billion that year.

With recurrent shortfalls facing future Congresses each year,
pressures will inevitably increase to reduce the future benefits au-
thorized by current law for present employees. Federal employees’
pensions, therefore, will become more vulnerable in the future, un-
less we devise measures to fund them adequately, and fund the
pensions for which Congress has made promises to our Federal em-
ployees.

The second major flaw in this proposal is that it would establish
a precedent that would give deep concern to every Federal em-
ployee with a nickel in the Thrift Savings Plan. We saw last year,
during the dispute over the extension of the debt ceiling, that the
Treasury was willing to raid the G Fund to extend the Govern-
ment’s borrowing ability. Now the administration is willing to raid
the District’s retirement fund to meet short-term pension obliga-
tions.

If not rejected, this rationale might prove a precedent for future
raids on the Thrift Savings Plan’s stock or bond funds. We must
establish firmly the principle that, when Federal retirement funds
are set aside in trust, they are, in fact, off limits for any other pur-
poses.

It is my hope today that we can accomplish two objectives in this
hearing: First, I want everyone involved to leave this room with a
clear understanding that the proposal that the administration has
put on the table is an unacceptable solution for the future of the
District and the future of taxpayers.

It’s a bad deal for the police. It’s a bad deal for the firefighters.
It’s a bad deal for the teachers and other employees, because it ex-
ceeds the fiscal capacity of the governments making the deal. Most
of all, it is a future albatross that will only compound challenges
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that future Congresses and the District of Columbia will face in at-
tempting to redeem the IOUs in the empty Federal cookie jar.

Finally, I want everyone to recognize that we have reached the
“out years” of earlier reforms. We are here. We do not need to add
to the explosive power of the fiscal time bomb that has already
been created. We do need to work together to develop a solution
that will protect the hard assets of the District’s retirement fund
and begin to restore the retirement fund’s assets for future retirees
and current employees.

Those are my opening comments, and I yield now to the ranking
member, the distinguished gentleman from Maryland, Mr.
Cummings.

[The prepared statement of Hon. John L. Mica follows:]
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cost of paying for funds raided from the federal cookie jar will exceed $100 billion. By 2041, OPM has
forecast that the annual shortfall for federal pensions will amount to more than $221 billion.

With recurrent shortfails facing future Congr each year, p will inevitably increase to
reduce the future benefits authorized by current law for present employees. Federal employees’
pensions, therefore, will become more vulnerable in the future unless we devise measures to fund

d ty the pension promises that Congress has made.
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do need to work together to develop a solution that will protect the hard assets of the District’s
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Mr. CuMMINGS. Thank you very much, Mr. Chairman.

Mr. Chairman, the issue of how best to resolve the problems
caused by the District of Columbia’s unfunded pension liabilities
for police, firefighters, teachers, and judges has been under the con-
sideration of the District of Columbia Subcommittee for some time.
I must say that I was surprised to see it come up on our agenda.
I recognize, however, that your own interest in the Civil Service
Retirement System’s unfunded liability is what draws you to an ex-
amination of the District’s situation.

Having said that, Mr. Chairman, my focus today will likely be
the same as yours, to determine whether or not there are lessons
to be learned from the District’s experience that can guide the ad-
ministration and perhaps the reform of our retirement system.

I must say, at the outset, that I see more differences than simi-
larities, which leaves me uncertain as to just what this exercise
will accomplish. Nonetheless, I look forward to the testimony of
each of the scheduled witnesses and to whatever recommendations
they care to make concerning the Civil Service Retirement System.

We currently have in place two retirement systems serving our
workforce: the Civil Service Retirement System and the Federal
Employees Retirement System. Both appear to be functioning just
the way Congress intended. The unfunded liability that has been
incurred was expected. Those who earn benefits can still reason-
ably expect to be paid them.

But we will hear from the Congressional Budget Office today
that current Federal fiscal policies are creating some risks that our
future pension benefit will not be paid in full. I believe that our
pensions can be secured without necessarily imposing further cuts
on Federal and Postal employees and retirees.

In contrast, the District’s present pension system for police, fire-
fighters, teachers, and judges is not secure, but this is not the Dis-
trict’s fault. The system was designed not by the District but by the
Congress, primarily to serve the Federal Government’s own eco-
nomic self-interest.

This system and a $2 billion unfunded liability were imposed on
the District by the Congress in 1979. The District was not given
the ability to control its growing costs, either by changing the fund-
ing formula or by reducing the generosity of benefits. This was
surely a recipe for disaster. That is just what it has wrought.

Today, the District’s initial unfunded pension liability has grown
to nearly $5 billion due to the accrual of interest, which Federal
law did not require to be paid. As a result, the District has made
payments to the system’s retirement fund far in excess of what it
should have. Now, nearly an insolvent District lacks the capacity
to further carry or pay off this liability. It should no longer be
made to carry the burden of a debt of this magnitude which is not
its own.

Our distinguished colleague, Congresswoman Norton, has intro-
duced legislation addressing the problem of this unfunded pension
liability during each of the past two Congresses. One of her bills
received a hearing back in June 1994. While they have not received
any further legislative action, these bills nonetheless have served
to keep a sharp focus on the inequity of this situation.
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Her efforts, no doubt, paved the way for the Clinton administra-
tion to come forward in January of this year with its own proposal
to relieve the District of this obligation as part of its National Cap-
ital Revitalization and Self-Government Improvement Plan.

Mr. Chairman, I believe that what ought to be the subject of
some immediate attention here on Capitol Hill is the relative merit
of the Congresswoman’s plan, the President’s plan, or any other se-
rious plan to address the District’s unfunded pension liability. That
undertaking, however, should be handled by the District of Colum-
bia Subcommittee, with those of our members having time and ex-
pertise to contribute being free to do so.

Thank you very much.

Mr. MicA. Thank you.

I would like to recognize now the gentlelady from Maryland, Mrs.
Morella.

Mrs. MORELLA. Thanks, Mr. Chairman.

Mr. Chairman, as a member of both this subcommittee and the
Subcommittee on the District of Columbia, I am pleased to have
this opportunity to explore ways in which to address the District
of Columbia’s growing unfunded liability for the pension plans for
police, firefighters, teachers, and judges.

Congress first authorized funding for pension plans for police,
firefighters, teachers, and judges during the early part of the cen-
tury. At the time, the Federal Government instituted a pay-as-you-
go method to fund D.C. pensions, failing to put aside enough money
each year to make sure that funds would be available to meet fu-
ture obligations. It is my understanding that, during these early
years, the District made contributions to the Federal Government
that went into the Federal Treasury and not into a separate fund.

In 1979, when the Congress passed the Home Rule Act, the total
unfunded liability was $2.6 billion. Under this home rule legisla-
tion, the Federal Government assumed responsibility for only $646
million. The remainder of the unfunded liability, $2 billion, was
transferred to the District of Columbia. Since home rule was estab-
lished, the District has contributed far more than the normal costs
of these plans, placing a tremendous burden on its operating budg-

et.

In 1995, the District spent $291 million for retirement for police,
firefighters, and teachers. In Baltimore, the retirement cost for
these same employees was $85 million, $206 million less than in
the District of Columbia. This year the District will pay $321 mil-
lion, and in 2007, when the District will assume full responsibility
for this unfunded pension liability, the city will be required to pay
$640 million.

The unfunded pension liability of $2 billion in 1979 is now, in
1997, estimated to be $4.8 billion, and it threatens to grow to $6
billion by 2004. So unless we resolve this unfunded pension liabil-
]1;5}17 issue, the District will never achieve financial recovery and sta-

ility.

I firmly believe that we owe a pension system that does offer se-
curity and stability to our police, firefighters, teachers, and judges.
So, Mr. Chairman, I look forward to hearing from our expert wit-
nesses today, so that we can look to this challenge and arrive at
a resolution that will be appropriate.



Thank you.

Mr. MicA. I thank the gentlelady and now recognize the
gentlelady from the District, who has great interest in this topic.
We appreciate her leadership, and we are also trying to honor her
request to look into this matter.

Thank you. You are recognized.

Ms. NORTON. Thank you very much, Mr. Chairman.

May I thank you for your interest in the complicated District
pension liability problem and for your generous courtesy in post-
poning this hearing when I had an unavoidable conflict.

Few would disagree with the claim that the most important part
of the President’s plan is the proposed pension relief. There are
four reasons: First, the unfunded pension liability was a principal
reason for the District’s insolvency.

Second, this problem must be resolved before 2004, when the
meager Federal contribution disappears and the District’s annual
outlay escalates to an amount that, in and of itself, would destroy
the city.

Third, the unfunded pension liability is entirely congressionally
accrued.

Fourth, the Congressional Budget Office has made a set of find-
ings concerning serious additional harm to the District, directly
traceable to the liability: that the unfunded liability reduces the
District’s bond rating, thus raising the city’s borrowing cost; lowers
property values; and requires the city to pay a premium to hire and
retain employees.

At a time when there is rationing of resources and continuous
cuts in vital services in the city, it is worth noting that the District
has been overfunding these plans since they were turned over in
1979. These plans for firefighters, police, teachers, and judges were
handed over to the District with an unfunded liability totaling ap-
proximately $2 billion. Today, almost entirely as a function of in-
terest on the congressional liability amount, that liability has
grown to over $5 billion.

Designing suitable pension relief that fits the District’s needs, as
well as Federal budget constraints, is unusually difficult. The
major reason for the difficulty is not the drawing of the new pen-
sion plan itself. The primary reason this task is so hard lies with
the congressional commitment to deficit reduction.

I do not envy Mr. Raines and Mr. DeSeve and other members of
the administration as they tackle the thankless task of trying to
eliminate billions of dollars of congressionally accumulated pension
liability without adding to the deficit. Any awkwardness in the ad-
ministration’s proposal is due primarily to this problem.

Yet Chairman Mica has additional concerns. His concerns in-
clude what these pension programs would add to the Federal liabil-
ity, although the District’s liability, in this case is and always has
been Federal liability. The chairman is also attracted to the invest-
ment strategy used by State and local pension boards and would
like to retain it.

With difficult problems already on the table, however, the pen-
sion proposal is fraught with more hurdles than any other section
of the bill. That is a dangerous posture for an indispensable provi-
sion. Yet I have no doubt that, if the deep problem-solving talent
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of OMB and the committee is applied to this provision, we will be
able to handle the complexity.

The administration has the special gratitude of the District for
proposing to remove entirely this liability. I want to express my ap-
preciation again to Chairman Mica for his attention to this issue.
I welcome today’s witnesses and look forward to their testimony.

Thank you again, Mr. Chairman.

[The prepared statement of Hon. Eleanor Holmes Norton fol-
lows:]



11

*

ELEANOR HOLMES NORTON
- GOVERNMENT REFORM AN
D
COMMITTEE ON OVERSIGHT
Iﬂmml:“n IBCOMMITTEE
SUl
RANKING MINONITY MEMBER,
SUBCOMMTTEES DISTRICT OF COLUMBIA
JUBLIC BULDNGS AN Congress of the Vnited States
WATER BESOUACES AND House of Representatives

Washington, B.€. 20515 N

STATEMENT OF CONGRESSWOMAN ELEANOR HOLMES NORTON
ON THE CIVIL SERVICE SUBCOMMITTEE HEARING ON
THE DISTRICT'S UNFUNDED PENSION LIABILITY

April 29,1997
May I thank Chairman John Mica for his interest in the complicated District pension

liability problem and for his g courtesy in postponing this hearing when | had an
unavoidable conflict.

Few would disagree with the claim that the most imp part of the P ’s plan is
the proposed pension relief. There are four major First, the unfunded pension liability
was a principal reason for the District’s insolvency. Second, this problem must be resolved
before 2004 when the meager federal contribution disappears and the District’s annual outiay
escalates to an amount that i in and of itself would destroy the city. Third, the unfunded pension
liability is entirely 3 i. Fourth, the Congressional Budget Office (CBO) has
made a set of ﬁnd.mgs concenung serious additional harm to the District directly traceable to the
liabitity — that the unfunded liability reduces the District’s bond rating thus raising the city’s
borrowing costs; lowers property values; and requires the city to pay a premium to hire and retain
employees.

At a time when there is rationing of and conti cuts in vital services in the
city, it is worth noting that the District has been overfunding the plans since they were turned
over in 1979. These plans for firefighters, police, teachers and judges were handed over to the
District with unfunded liability totaling approximately $2 billion. Today, almost entirely asa
function of interest on the fonal liability that liability has grown to over $5
billion.

Designing suitable pension relief that fits the District’s needs as well as federal budget
constraints is unusually difficult. The major reason for the difficulty is not the drawing of the
new pension plan itself. The primary reason this task is so hard kies with the congressional

i to deficit reduction. 1 do not envy Mr. Raines and Mr. DeSeve and other members
of the administration as they tackle the thankless task of trying to eliminate billions of dollars of
congressionally accumulated pension liability without adding to the deficit. Any awkwardness in
the administration proposal is due primarily to this probl
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Yet, Chairman Mica has additional His include what these p
programs would add to federal fisbility - although the District's lisbility in this case is and
always has been foderal liability. The Chairman is also attracted to the investment strategy used
by state and local pension boards and would like to retain it. With difficult problems already on
the table, however, the pension proposal is fraught with more hurdles than any other section of
the bill. That is & dang p on an indispensable providion. Yet I have no doulx that if
the deep problem-solving talent of OMB and the committee is applied to this provision, we will
be able to handle the complexity.

The administration has the special gratitude of the District for proposing to remove this
liability. I want to express my apprecistion again to Chairman Mica for his attention to this
issue. I welcome today’s witnesses and look forward to their testimony.
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Mr. MicA. I thank you.

I would now like to recognize our newest member of the panel,
Mr. Ford.

Mr. FORD. Thank you, Mr. Chairman.

Let me thank Congresswoman Norton for her leadership on this
issue, and the other committee members, and, of course, the panel-
ists for being here today.

I don’t really have a lengthy opening statement. It is really more
of a comment and a question. I apologize, I have a group of stu-
dents from my district here who have come up specifically to sing
to their young Congressman on the other side of the Capitol steps,
so I will have to leave early. I do hope you do excuse my having
to leave early.

Although the focus of the hearing is on retirement, I think the
ramifications of this issue have much broader ramifications, and
perhaps repercussions, for all of the District residents. In human
terms, as you all know, and all of us on this committee know, we
are talking about hard-working police persons, firefighters, judges,
and our hard-working teachers. But the District’s ability to meet
the most essential needs of its young people is also in jeopardy
here, as well.

All of us probably saw this morning’s paper, as it said 11 D.C.
schools to be closed, 5 others spared. At least part of the reason
these schools were forced to shut down is because the District does
not have the financial resources necessary to keep them alive and
well.

Addressing the issue of unfunded liabilities will not solve all of
the District’s financial woes, as I realize, but I cannot help but be-
lieve that, if the District had an additional $136 million in its
budget, the amount of savings that would be generated by Con-
gresswoman Norton’s budget in the first year, at least some of
these schools would have been able to remain open.

I guess what I would like the panel to address—and I look for-
ward to reading or at least hearing some of the testimony—is that
by confronting and resolving some of the issues related to unfunded
liabilities, will this enable the District to better direct its limited
resources toward some of the other pressing problems it faces, par-
ticularly schools and some of the public services?

Again, I thank the panelists, and I thank Congresswoman Nor-
ton for her leadership, and our chairman, as well.

Mr. MicA. Thank you, Mr. Ford.

We have completed our opening statements, and I would like to
welcome our panel this afternoon. We have three witnesses: The
first witness is Ed DeSeve, who is the Comptroller of the Office of
Management and Budget; we have Anthony Williams, chief finan-
cial officer of the District of Columbia government; and James
Blum, who is Deputy Director of the Congressional Budget Office.

Since this panel is investigation and oversight, and within the
purview of Government Reform and Oversight, we do swear in our
witnesses.

Gentlemen, if you would stand and raise your right hands.

[Witnesses sworn.]

Mr. MicA. Thank you.
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I would like to welcome you. We will hear first from the Comp-
troller in the Office of Management and Budget, Mr. DeSeve.

You are recognized, sir.

If you would like to, as those of you who have been here before
know, you can summarize. We like to have your statements limited
to 5 minutes, and you are free to submit any additional testimony
for the record.

Thank you.

STATEMENTS OF G. EDWARD DeSEVE, COMPTROLLER, OFFICE
OF MANAGEMENT AND BUDGET; ANTHONY WILLIAMS,
CHIEF FINANCIAL OFFICER, DISTRICT OF COLUMBIA GOV-
ERNMENT; AND JAMES BLUM, DEPUTY DIRECTOR, CON-
GRESSIONAL BUDGET OFFICE

Mr. DESEVE. Thank you very much, Mr. Chairman, members of
the committee, for the chance to discuss the President’s plan to
have the Federal Government assume the great majority of the es-
timated $8.5 billion of actuarial liability for the pension programs
of the District’s teachers, firefighters, police, and judges. This pro-
posal is a key element of the President’s plan to revitalize the Dis-
trict of Columbia and strengthen home rule.

I would like to begin by summarizing the National Capital Revi-
talization and Self-Government Improvement Plan. I will then
touch upon what the pension proposal is intended to do and what
the District will have to do to make the proposal work.

As Franklin D. Raines, the Director of the Office of Management
and Budget, stated during his February 20th testimony before the
District of Columbia Subcommittee, the current relationship be-
tween the District and the Federal Government is broken. Our Na-
tion’s Capital faces not only structural financial problems, but even
(sierious obstacles to providing the most basic services to its resi-

ents.

The President has presented a plan to reorder that relationship,
putting our capital city on firmer financial ground and improving
home rule’s prospects for success. The plan is not a panacea. The
District government and financial authority will have to continue
to do the hard work necessary to create a city where the streets
are safe, where the children enjoy the quality education they de-
serve, where every resident has a chance to make the most of his
or her own life, and where the city government spends within its
means.

I want, parenthetically, to applaud the City Council today as
they go through the very difficult budget negotiations to find the
last $45 million in balance. It is a tough problem, and they are tak-
ing it on very, very responsibly, a year earlier than the Financial
Responsibility Act would have required.

Through the plan, the Federal Government will assume a signifi-
cant and growing share of the District’s operating costs over the
next 5 years, in the areas of Medicaid, prisons, and criminal jus-
tice. Beyond providing relief to the city’s operating budget, the Fed-
eral Government will also invest heavily in the Nation’s Capital
over the next 5 years, in the areas of economic development, trans-
portation, criminal justice improvement, and tax collection.
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Why should the Federal Government assume the District’s pen-
sion liability? In 1979, the District of Columbia Retirement Act re-
quired the District to assume liability for the pensions of teachers,
police, firefighters, and judges. The act authorized a Federal pay-
ment to the District’s retirement system of $52 million a year for
25 years, a stream of payment with a discounted present value of
$646 million in 1979 dollars.

However, the act also transferred a $2.65-billion unfunded liabil-
ity to the District retirement system. This left the District with
more than $2 billion in anticipated future payments that were un-
funded. From 1979 to the present, contributions by the District
government and employees to the retirement system, along with
earnings, have more than covered the cost of benefits paid out an-
nually. But these payments have not stopped the unfunded liability
from growing.

As of October 1, 1996, the District’s actuary certified that the
present value of future benefits for the retirement plan is $10.5 bil-
lion. The accrued actuarial liability sat at about $8.5 billion. While
accumulated assets of the retirement plan are valued at $3.7 bil-
lion, the net unfunded liability has grown since 1979 to about $4.8
billion, net accrued unfunded liability. This obligation is the Dis-
trict’s largest liability. Meeting this liability will consume an in-
creasing share of the city’s budget if the President’s pension pro-
posal is not enacted.

Beginning in fiscal year 1998, the Federal Government proposes
to assume both financial and administrative responsibility for the
major share of the benefits payable under the District’s retirement
program for police and fire and teachers. Because the President’s
plan will make the Federal Government responsible for financing
but not administering the District’s courts, the Federal Govern-
ment will also assume all liabilities and benefits associated with
the plan for judges.

Legislation will provide for transfer of assets and liabilities to the
Federal Government. The Federal Government will be responsible
for nearly all pension benefits accrued under the plan for all active
and retired employees. Most of the assets of the retirement plan
will be transferred to the Federal Government. The Federal Gov-
ernment will pledge its full faith and credit to meet its responsibil-
ities to these beneficiaries. These assets will be used only to pay
benefits to these beneficiaries.

The precise parameters of the assumption of liability and dis-
tribution of assets is still being discussed with the District financial
authority and the District’s pension board, based on figures gen-
erated by the District’s actuaries.

The Federal Government will make full benefit payments to cur-
rent retirees and beneficiaries, and it will pay the vast majority of
benefits for current employees. Benefits payable to current employ-
ees will be “frozen,” based on service earned as of the date the leg-
islation is introduced. The Federal Government will pay retire-
ment, death, and some of their disability benefits to the extent they
are earned based on frozen service.

Active employees will be able to count on future service with the
District toward vesting and eligibility for retirement benefits but
not for the amount of the benefits, so that, as additional years of
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service are earned, those will be under a new plan. Active employ-
ees, however, will get the benefit of subsequent pay increases and
the cost that the Federal Government will be bearing.

The District government will agree to put in place a new retire-
ment program for current active teachers, police, and firefighters
for future benefits, as well as for employees hired after the date the
current retirement programs are frozen. The District will also
maintain responsibility for those employees, other than teachers,
police, firefighters, and judges, hired after October 1, 1997.

The market value of the accumulated pension assets, as of Octo-
ber 1, 1996, was $3.75 billion. Most, if not all, of these assets will
be transferred to the Federal Government. The Federal Govern-
ment will appoint a third-party trustee to administer the plan and
manage these assets, which will be liquidated as needed to make
payments to beneficiaries.

Therefore, there will be no increase in Federal outlays until after
the existing assets are exhausted, which is not estimated to occur
until well into the next decade. A trustee will act as a fiduciary,
because the Federal Government typically does not hold private as-
sets to fund pension obligations that are its direct responsibility.

As with the other aspects of the President’s plan, Federal assist-
ance will be conditioned on the District’s taking specific steps out-
lined in a Memorandum of Understanding between the District and
the Federal Government.

Our engagement with the District’s pension concern is nothing
new. The administration has previously worked with D.C. stake-
holders to consider various proposals, including the President’s fis-
cal year 1997 budget proposal to provide an additional $52 million
toward its unfunded liability and growing this stream in future
years.

The administration has reviewed the proposal put forward by
District Delegate Eleanor Holmes Norton. It has also assessed the
recommendations of the D.C. Appleseed Foundation to have the
Federal Government assume the assets and liabilities associated
with the pension system.

As with other elements of the President’s plan, we are working
with the District government, the financial authority, and Congress
to use common actuarial and budget numbers, based on an analysis
by the District actuary, to finalize cost savings, liability, and cash-
flow associated with the pension proposal. We will be happy to
share these final figures and resulting analysis with the committee,
as we have done in the past, as they become available.

T}Lat concludes my testimony, Mr. Chairman. Thank you very
much.

[The prepared statement of Mr. DeSeve follows:]
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TESTIMONY OF THE HON. G. EDWARD DESEVE
CONTROLLER, OFFICE OF MANAGEMENT AND BUDGET

ON THE PRESIDENT’S PROPOSAL FOR CHANGES IN
THE RETIREMENT PROGRAM OF THE DISTRICT OF COLUMBIA

4.29. 1997

Introduction.

Mr. Chairman and Members of the Committee, thank you for the
chance to discuss the President’s plan to have the Federal government
assume the great majority of the estimated $8.5 billion of actuarial liability
for the pension programs of the District’s teachers, firefighters and police,
and judges. This proposal is a key element of the President’s plan to
revitalize the District of Columbia and strengthen Home Rule.

! would like to begin by summarizing the President’s National Capital
Revitalization and Self-Government Improvement Plan. | will then touch upon
what the pension proposal is intended to do and what the District will
have to do to make the proposal work. After | conclude my remarks, |

would be happy to take any questions that you have.
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Overview of the President’s Plan.

As Franklin D. Raines, the Director of the Office of Management and
Budget, stated during his February 20th testimony before the District of
Columbia Subcommittee, the current relationship between the District
and Federal governments is broken. Our Nation’s capital faces not only
structural financial problems, but even serious obstacles to providing the
most basic services to its residents. The President has presented a Plan
to re-order that relationship, putting our capita|>city on firmer financial

ground and improving Home Rule’s prospects for success.

The Plan is not a panacea. The District government and Financial
Authority will have to continue to do the hard work necessary to create .
a City where the streets are safe, where children enjoy the quality
education they deserve, where every resident has the chance to make the
most of his or her own life -- and where the City government spends

within its means.

Through the Plan, the Federal government will assume a significant and

growing share of the District’s operating costs over the next five years in
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the areas of Medicaid, pensions, and criminal justice.

Beyond providing relief to the City's operating budget, the Federal
government will also invest heavily in the Nation’s Capital over the next
five years in the areas of economic development, transportation, criminal

justice improvements, and tax collection.

Why the Federal Government Should Assume the District’s

Pension Liability.

The 1979 District of Columbia Retirement Act required the District to
assume liability for the pensions of teachers, police and firefighters, and
judges. The Act authorized a Federal payment to the District’s retirement
system of $52 million a year for 25 years -- a stream of payments with a
discounted present value of $646 million in 1979 dollars. However, the
Act also transferred a $2.65 billion unfunded liability to the District
retirement system. Less the Federal share of $646 million, the District
was left having to shoulder a present value of $2 billion more in
anticipated payments than scheduled future payments, earnings, and assets

would cover.
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From 1979 to the present, contributions by the District government and
employees to the retirement system, along with earnings, have more than
covered the costs of the benefits paid out annually. But these payments

have not stopped the unfunded liability from growing.

As of October Ist, 1996, the District’s Actuary certified that the present
value of future benefits for the retirement plans is $10.5 billion. The
accrued actuarial liability sits at about $8.5 billion. And while accumulated
assets of the retirement program are valued at over $3.7 billion, the net
unfunded liability has more than doubled since 1979, growing to about
$4.8 billion. This obligation is the District’s largest liability. Meeting this
liability will consume an increasing share of the City's budget if the

President’s pension proposal is not enacted.

What the President’s Pension Proposal will Do.

Beginning in FY1998, the Federal government will assume both
financial and administrative responsibility for a major share of the benefits
payable under the District’s retirement programs for police and

firefighters, and teachers. Because the President’s plan will make the
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Federal government responsible for financing -- but not administering -
the District's courts, the Federal government will assume dll liabilities and

benefits associated with judges.

Legislation will provide for the transfer of assets and liabilities to the
Federal government. The Federal government will be responsible for
nearly all pension benefits accrued under the plans for all active and
retired employees. Most assets of the retirement plans will be transferred
to the Federal government. The Federal government will pledge its full
faith and credit to meet its responsibilities to these beneficiaries. The
precise parameters of the assumption of liability and distribution of assets
is still being discussed with the District and the Financial Authority, based

on figures generated by the District’s actuaries.

Covergge. The Federal government will make full benefit payments to
current retirees and beneficiaries, and it will pay the vast majority of
benefits of current employees. Benefits payable to current employees will
be “frozen” based on service earned as of the date the legislation is
introduced. The Federal government will pay future retirement, death and

some of their disability benefits to the extent they are earned based on
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the frozen service. Active employees will be able to count future service
with the District toward vesting and eligibility for retirement benefits, but
not for the amount of the benefits. However, active employees will get

the benefit of subsequent pay increases on the frozen benefits.

The District government will agree to put new retirement programs in
place for currently active teachers, police and firefighters for future
benefits, as well as for employees hired after the date the current

retirement programs are “frozen.”

Employees hired after the freeze date will belong to new District plans,
not to the plans taken over by the Federal government. Both the plan for
new hires and the plan for active employees will be fully funded. Employee

contributions will be paid into the District, not Federal, plans.

The District will also maintain responsibility for those employees -- other
than teachers, police & firefighters, and judges - hired after October I,
1987. (These employees are covered by Social Security and a defined
contribution plan.) In addition, D.C. will continue to pay a share of the

costs for the remaining 15,000+ employees hired before October |, 1987,
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who are covered by the Federal Civil Service Retirement System.

Transfer and Management of the Assets. The market value of the

accumulated pension assets, as of October 1, 1996, was $3.75 billion.
Most, if not all, of these assets will be transferred to the Federal
government. The Federal government will appoint a third-party Trustee
to administer the plan and manage these assets, which will be liquidated
as needed and used to make payments to beneficiaries. Therefore, there
will be no increase in Federal outlays until after the existing assets are
exhausted, which is not estimated to occur until well into the next decade.
A Trustee will act as Fiduciary because the Federal government typically
does not hold private assets to fund pension obligations that are its direct

responsibility. : -
Conditions.

As with the other elements of the President’s Plan, Federal
assistance will be conditioned on the District taking specific steps outlined
in a Memorandum of Understanding between the District and Federal

governments and D.C. Financial Responsibility and Management Assistance
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Authority. These include the establishment of replacement retirement
plans; the transfer of copies of all books and records to the Federal
government or its Trustee; and that the costs of replacement‘ plans not
exceed those approved in the District of Columbia Budget and Financial

Plan.
How the Proposal has been Developed.

Our engagement with the District’s pension concerns is nothing
new. The Administration has previously worked with D.C. stakeholders
to consider various proposals regarding the City’s pension system. The
President’s FY 1997 Budget proposed to provide the District an additional
$52 million toward its unfunded pension liability in 1997, and a growing
stream of payments in subsequent years (with a present value of about $3

billion) -- a proposal that was not enacted into law.

The Administration has reviewed the proposal put forward by District
Delegate Eleanor Holmes Norton. It has also assessed the
recommendations of D.C. Appleseed to have the Federal government

assume the assets and liabilities associated with the pension systems of
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teachers, police and firefighters, and judges.

As with the other elements of the President’s Plan, we are working with
the District government and Financial Authority to use common actuarial
and budget numbers -- based on analysis by the D.C. Actuary -- to finalize
costs, savings, liability, and cash flows associated with the pension
proposal. We will be happy to share these final figures and resulting

analysis with the Committee when that becomes available.

This concludes my testimony, Mr. Chairman, and | will be glad to answer

any questions that you might have.
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Mr. MicA. Thank you. We will reserve questions until we finish
all the panelists.

I next recognize Mr. Anthony Williams, the chief financial officer
of the District of Columbia.

Welcome. You are recognized, sir.

Mr. WiLLiaMS. Mr. Chairman and members of the committee,
thank you for the opportunity to testify on the President’s plan for
addressing the District’s retirement dilemma, as part of its overall
economic recovery. I applaud you, Mr. Chairman, for your interest
in this matter, and, of course, Mrs. Norton, for her longstanding in-
terest in addressing this important issue.

I think all of the different plans before us and all the discussion
about the District’s financial recovery have focused on three essen-
tial components: Obviously, one component, improving manage-
ment and bringing cost efficiencies to the District; a second compo-
nent, improving our economy and needed revenue; and a third com-
ponent, bringing needed investment, and that needed investment
in the form of the Federal Government stepping forward and play-
ing its proper role in the District’s opportunity and destiny.

I mention these three components because the President’s plan,
we believe, in addressing the retirement problem, this unfunded li-
ability, is essential for us proceeding through this recovery. With-
out this plan—I've likened it, to basically turning the lights off on
the Titanic to achieve better energy efficiency, when we still know,
without addressing this unfunded liability, we’re going to hit this
iceberg. This is a major issue before us, and I applaud the Presi-
dent for his commitment to solving it.

Just some of the impacts, Mr. Chairman, very, very briefly. I
think Congresswoman Morella mentioned the impact on our credit
rating, and this is, I think, a big factor. Over the years, if you talk
to the rating agencies, you talk to the investment bankers, an over-
all cloud over our opportunities in the public financial markets has
been this unfunded liability.

We have, above and beyond that, the contributions we have made
in excess of the full, normal costs that we are paying into this plan.
All these contributions are made out of our cash resources avail-
able to us, and I can tell you that, as we operate day-by-day, this
is a major burden.

Finally, there is the aspect—the President’s plan addresses this
in terms of investment for economic recovery and the Economic De-
velopment Corporation, a number of plans have addressed this in
terms of tax incentives, all this to bring much needed investment
into the District. I think there have been a number of studies.

There has been a range of discussion about the reluctance of in-
vestors to come to the District when there is this overarching cloud
over our ability to meet our obligations and to make needed invest-
ments in public safety, streets, and other improvements in the fu-
ture, when we know that, in the year 2005, essentially, our obliga-
tions year by year are going to double.

So, for all those reasons, I applaud the commitment of the Presi-
dent in shouldering the burden and addressing our unfunded pen-
sion liability. I, as others, would point out that the plan is not a
perfect plan, but I think, for just those reasons—the plan bumps
up against these issues over the kind of retirement system the Fed-
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eral Government wants to have—I think, for just these reasons, I
have reason to applaud the ingenuity of the OMB and the Presi-
dent in crafting it in a very, very difficult operating environment.

I guess what I'm saying, Mr. Chairman, is that an imperfect en-
vironment will often result in imperfect results. But however im-
perfect those results, I applaud those results and look forward to
working with the OMB and the Congress as we fashion an ultimate
plan for the District’s recovery.

I thank you.

[The prepared statement of Mr. Williams follows:]
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Good afternoon Chairman Mica and members of the Civil Service Subcommittee. Thank
you for inviting me to appear before you to comment on the District of Columbia’s
unfunded pension liability. After my initial remarks, I will be happy to answer any
questions you have.

First, let me say that I am pleased that the Subcommittee has chosen to examine the origin
and impact of the District’s unfunded pension liability. This is an extraordinary moment in
the history of the District - a time when many people say that something must be done to
alleviate the financial constraints under which the District operates and move the District
toward long-term financial stability. Nothing constrains the District’s finances or threatens
its financial stability more than its massive unfunded pension Lability.

Origin of the District’s Unfunded Pension Liability

The origin of the District’s unfunded pension liability lies in the transfer of certain pension
plans from the Federal Government to the District Government with the advent of Home
Rule,

Congress created pension plans for District police officers and firefighters in 1916, for
teachers in 1920, and for judges in 1970. Through the years, the District Government and
the plans’ participants contributed to the plans. These contributions were deposited into
the general fund of the U.S. Treasury, and applied toward the Federal Government’s
general operating expenses. The Federal Government had immediate, unrestricted use of
plan contributions, promising to pay retirement benefits to plan participants when they
retired. The Federal Government financed the plans on a pay-as-you-go basis: annual
appropriations equaled annual retirement benefits, and no assets were accumulated to fund
future plan payouts. . .

In 1975, under the District’s Home Rule Charter, Congress transferred its pension
responsibilities and liabilities for the District’s police, firefighters, teachers and judges to
the District Government. The retirement benefits that employees had accrued before the
transfer had a then present value of $2.7 billion. In 1979, under the D.C. Retirement
Reform Act, the Federal Government committed to pay toward the pension liability a
stream of payments which had a then present value of $646 million. Thus, the District was
confronted with more than $2 billion in original unfunded pension liability.

This $2 billion liability is a retrospective estimate, using sound actuarial assumptions, of
the amount of assets that should have been transferred to the plans in 1979 to ensure that
the plans could produce sufficient income to pay projected future retirement benefits.
Because the $2 billion was not provided in 1979, the associated investment income has
been foregone. This lost investment income, often referred to as “interest on the unfunded
hability,” increases yearly, adding to the unfunded lability. Even though the District
Government and plan participants have made substantial contributions to the retirement
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plans, the unfunded liability has grown to 35 billion—an amount which exceeds the
District’s annual general fund budget.

It is important to note that the District has fully funded all benefits earned by plan
participants since the 1979 transfer of liability. The unfunded pension hability facing the
District today is attributable solely to the original liability of $2 billion plus accumulated
interest.

In fact, the District’s required payments into the Retirement Fund have been greater than
the normal cost of the pension plans. The excess payments, which total $1.8 billion, have
reduced the rate of growth in the inherited unfunded pension liability. If not for the
District’s contributions, the unfunded pension liability would be even larger than it is
today.

Prospects for the District's Unfunded Pension Liability

The unfunded liability is projected to grow to more than $6 billion by the year 2004.
Beginning in 2005, the D.C. Retirement Reform Act requires the District to pay, each
year, the net normal cost of the additional benefits accrued and to begin paying interest on
the unfunded liability. For FY 2005 this payment is projected at $640 million, which is
double the District’s FY 1997 payment of $321 million.

Financial Impact of the District’s Unfunded Pension Liability

The unfunded pension liability imposes a heavy financial burden on the District. The most
serious impact is on the District’s financial stability.

Payments to the pension plans required by the D.C. Retirement Reform Act constitute an
increasing share of the District’s expenditures. The payments absorb funding which could
be used to eliminate the operating deficit and pay for capital improvements or other vital
programs. Because the District’s pension payments are in cash, they exacerbate the
District’s already significant cash flow difficulties.

For FY 1997, the required District payment to the pension plans is $321 million. The
payment formula for FY 2005 and beyond is even more onerous. The projected growth in
the District’s pension payments far exceeds the projected growth in the District’s
revenues. For example, the required pension payment is expected to double by 2005,
while District revenues are projected to grow by only 13%. It is unlikely that the District
will be able to afford the future annual payments.

While the unfunded hability does not count directly against the District’s debt ceiling, the
bond rating analysts and the investment community give it serious consideration in
assessing the District’s financial health. They are concerned about the District’s capacity
to afford the pension liability along with the District’s future borrowing needs and fixed
costs.



30

An unfunded pension liability is a red flag in any municipal credit analysis. The magnitude
of the District’s unfunded pension Hability creates downward pressure on the District’s
credit rating, and inhibits the chances for a ratings upgrade. As a contributing factor in the
District’s below-investment-grade bond rating, the unfunded pension liability increases the
likelihood that the District will have only limited access to external capital, and raises the
cost of finds when borrowings are undertaken. By limiting the District’s ability to
borrow, the unfunded pension liability reduces the options available to the District in
managing its cash flow, addressing its accumulated deficit, and otherwise working to
resolve its financial crisis.

Credit analysts view the pension obligation as an ongoing, contractually-required
operating cost. The credit markets are particularly concerned about the severe pension
funding requirements that apply in the year 2005 and beyond. Revenues in these years
which would otherwise be available to fund normal operating and capital expenditures are
seen as being earmarked for pension payments. As such, the unfunded pension obligation
imperils the District’s financial viability and its future capacity to deliver services.

The credit markets will continue to penalize the District as long as the problem of the
unfunded pension liability remains unresolved.

Human Dimension of the District's Unfunded Pension Liability

The District’s unfunded pension liability exacts a human cost not apparent in the District’s
financial statements or credit ratings

By calling into question the retirement benefits that plan participants counted on when
they made their employee contributions, the unfunded liability clouds the retirement future
of thousands of current and former District employees. While they have legal and
contractual rights, participants can take little comfort in knowing that their claims are
against the District--an entity that may not have the means to pay them.

The unfunded pension liability serves to restrict employment opportunities for District
residents. Among the factors that corporations review when deciding where to expand or
relocate their operations is the financial health of the various localities under
consideration. Other things being equal, corporations want to do business in locations
where municipal finances are sound and municipal services are assured. To the extent that
the unfunded pension liability threatens the District Government’s financial health, it helps
dissuade businesses from expanding or relocating to the District. The human impact is felt
in forfeited employment opportunities for District residents, and in diminished hopes for a
better future.
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Conclusion

While the unfunded pension liability has not caused the District’s financial crisis, it has
exacerbated it. The financial burden it imposes is heavy, and its growing impact has the
potential to offset the gains I and my staff are working toward in the areas of financial
efficiency and budgetary balance.

The President’s National Capital Revitalization and Self-Government Improvement Plan
recognizes that resolving the problem of the unfunded pension liability is a necessary step
in the revitalization of Washington, D.C. as the nation’s capital. It further recognizes that
the District itself does not have the financial resources to address the unfunded pension
liability.

Under the President’s Plan, the Federal Government would assume the major portion of
the unfunded hability, while receiving a significant share of current plan assets. In so
doing, the Federal Government would correct the imbalance that originated in the transfer
of pension obligations to the District at the beginning of Home Rule--the imbalance
between plan obligations and the District’s capacity to meet them.

Of course, sufficient plan assets must remain with the District to allow the District to pay
any future District costs associated with the existing unfunded liability. In other words,
under the President’s Plan, the Federal government should take out only those assets
necessary to fund the liabilities assutned by the Federal government.

I strongly urge the Subcommittee to support the Federal Government’s assumption of
responsibility for the District’s retirement plans for teachers, judges, police, and
firefighters.

Mr. Chairman, that concludes my testimony. | would be pleased to answer any questions
that you or the Subcommittee members have.
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Mr. MicA. Thank you for your testimony. I'll have some com-
ments on the Titanic a little bit later.

I, right now, recognize Mr. Blum, Deputy Director of the Con-
gressional Budget Office.

You are recognized, sir.

Mr. BLuMm. Thank you, Mr. Chairman and members of the sub-
committee.

I appreciate the opportunity to discuss the President’s proposal
for the District of Columbia’s pension plan. My statement, which
I will submit for the record, assesses the consequences of the ad-
ministration’s approach for beneficiaries and taxpayers, compares
the President’s proposal with alternative forms of assistance, and
discusses some of the implications for the Federal pension system.

Mr. MicA. Without objection, we are going to put the whole re-
port into the record. Thank you.

Mr. BLuM. Excellent.

I think there are four major points that I would like to draw
from that prepared statement this afternoon. The first is that the
administration’s proposal takes advantage of the cash-based Fed-
eral budgetary accounting system to delay recognition of the Fed-
eral assumption of the District’s unfunded pension liabilities.

Under cash-based accounting, the benefit payments to District
annuitants would be financed by selling the pension plan’s assets,
which would be accounted for as an offsetting receipt in the Fed-
eral budget. Thus, the administration’s proposal would have no ef-
fect on net Federal outlays or the deficit for at least 10 years. After
the assets are exhausted, annual Federal outlays for District annu-
itants would initially amount to between $700 million and $800
million.

If the budget were on an accrual basis, conversely, the assump-
tion of the unfunded liabilities would be recognized immediately as
a Federal expense. Now, the same effect could be had in a cash-
based budget by simply making a lump-sum payment to the Dis-
trict to cover the amount of the unfunded liabilities. Obviously, in
a situation where we are trying to reduce the Federal budget, a
payment of that size all a one time is a very large pill to swallow.

The second point is, the administration’s proposal would probably
enhance the longer term security of District plan benefits, but it
would subject, as the chairman pointed out, the District annuitants
to the same political risk faced by Federal employees under their
own retirement system. Earned benefits under the District plan are
currently at substantial risk, as we have heard, because of the un-
fiunded liability and the inability of the District to finance that bur-

en.

While the long-term projected cash outlays for Federal retire-
ment benefits are unlikely to impose a heavy burden on future tax-
payers—projections in my statement show that the Federal outlays
for retirement benefits would actually fall as a percentage of gross
domestic product, the total size of the economy, after 2015. None-
theless, when you look at the overall fiscal situation facing the Fed-
eral Government, our long-term projections saw Government
spending increasing rather significantly after 2010, as a result of
the retirement of the baby boom generation, and continued expan-
sion in the use of federally financed health care expenditures.
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That is shown in the second table in my statement that projects
out the long-term budgetary pressures that the Federal Govern-
ment is facing, and they were explained in some detail in a report
that we just issued last month, entitled “Long-Term Budgetary
Pressures and Policy Options.”

The projected fiscal stress confronting the Federal Government
leaves retired Federal workers exposed to the political risk that
their earned benefits would not be paid in full, in the face of unre-
lenting downward pressures on Federal spending that we think is
going to happen, under current policies, in the long-term.

The third point, an alternative approach to the administration’s
proposal that would also recognize the Federal responsibility for
the District’s unfunded pension liability but would retain the cur-
rent pension system, would be to simply increase and extend the
current Federal annual payment to the District pension plan, as
recommended last year, for example, by Delegate Eleanor Holmes
Norton.

This alternative approach would avoid the cost of setting up a
new retirement plan to fund future earned benefits for District em-
ployees, retain the independent retirement board and its sound
funding policies, and also provide fiscal relief to the District. One
disadvantage of amortizing the unfunded liability over the next 30
years or so is that the future Federal payments would not be cer-
tain, as the Federal Government grapples with the unsustainability
of its own fiscal problems.

The fourth and final point, improving the Federal Government’s
long-term fiscal condition would increase the security of the current
system of Federal employee benefits. If we were able to solve, in
the next several years, this long-term problem facing us, then I
don’t think, Mr. Chairman, we would be concerned about the secu-
rity of the Federal Employees Retirement System.

But the pressures on the budget which emanate from the com-
mitments to the elderly, through our Social Security system, and
the Medicare system, and the Medicaid system, do impose very
strong and forceful pressures on the Federal budget. If those prob-
lems or those pressures can be relieved, then I think the Federal
Employees Retirement System would not be subject to the same po-
litical risk that it is currently.

Fully funding current plans could contribute to this difficult proc-
ess of improving the fiscal condition, but only—only—if it affected
congressional behavior to act sooner rather than later, in terms of
reducing spending or increasing taxes.

Alternatively, the Congress could switch the Federal retirement
system to a defined contribution basis. Such a change does entail
some risk, in terms of the vulnerability of the funds for the bene-
ficiaries, in terms of investment risk, but it certainly reduce the po-
litical risk that would be involved.

Thank you, Mr. Chairman.

[The prepared statement of Mr. Blum follows:]
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Mr. Chairman and Members of the Subcommittee, I appreciate the opportunity to
discuss the President's proposal for the District of Columbia's pension plan for
teachers, judges, police, and ﬁﬁ@m. My statement assesses the consequences
of the Administration's approach for beneficiaries and taxpayers, compares the
President's proposal with alternative forms of assistance, and discusses some

implications for the federal pension system.

CONSEQUENCES OF THE PRESIDENT'S PROPOSAL

As part of its plan to provide fiscal relief to the District of Columbsia, the President's
proposal would convert the District of Columbia's pension plan for teachers, judges,
police, and firefighters into a federal retirement system. Under that proposal, the
District would terminate the plan and transfer to the federal government all assets
currently held by that plan and most of its liabilities. (As initially pr;)posed, the
District would retain responsibility for about $1 billion of pension liabilities.) If the
District plan's assets matched its liabilities, the proposed transfer would be of little
consequence to federal taxpayers. However, assets are $4.75 billion less than
liabilities, and the long-term cost to taxpayers will be determined by the amount of
that unfunded liability that is assumed by the federal government. That cost cannot

be changed by juggling the budgetary accounting of the transfer.
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The proposal takes advantage of cash-based budgetary accounting to delay
recognition of the assumption of the District's unfunded pension liabilities. The
proposal would have no effect on the budget deficit for at least 10 years. Assets
would begin being consumed immediately in order to pay annuities to beneficiaries.
The liquidation and drawdown of plan assets would continue for 10 years or until the
transferred portfolio was completely exhausted. At that time, the federal government
would begin to pay the remaining pension obligations out of general federal
revenues. After the assets were exhausted, annual federal outlays for the assumed

plan would initially amount to between $700 million and $800 million.

The President’s plan would shift most of the cost of the $4.75 billion
unfunded liability to future federal taxpayers and change the nature of risk to
beneficiaries of District pensions. Those effects can be seen by comparing the
financial characteristics of the current District plan with those of the federal
retirement system and by examining the economic consequences of the President's

plan.



The current District pension plan differs from the federal system in several major
respects: the quantity and kind of assets held and the independence of plans from the

sponsoring employer.

Plan Assets. A major difference between the District and federal pension plans lies
in asset hq!dings. The District pension plan holds a diversified portfolio of prime-
quality securities issued by private entities. The plan holds no debt obligations of the
District of Columbia. Avoiding debt issued by the plan sponsor is consistent with
the aim of reducing the plan's exposure to risk from deterioration in the financial
condition of the District. The District plan also avoids investments in obligations
issued by firms in Maryland and Virginia to minimize the concentration of regional

economic risks.

By contrast, the federal government's defined benefit pension plans hold only
nonmarketable debt securities issued by the government itself. The federal system
makes no attempt to acquire claims on third parties or to diversify its assets. Instead,
pension obligations are backed by the power of the national government to raise
money through taxes and borrow when payments fall due. Federal practice in that
regard can be justified by the fiscal capacity of the U.S. government and by the
diversification of tax revenues among all taxpayers. Nonetheless, the use of

3
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nonmarketable Treasury debt securities, which creates the appearance of funding, can
be compared to a housekeeper who in anticipation of future bills deposits his or her
own IOUs into a cookie jar each week. Although the cookie jar deposits can help
remind the housekeeper of looming obligations and thereby restrain current spending,

they provide no direct, independent assistance in paying off the bills.

Plan Funding. Another difference between the District and federal plans is in their
respective funding levels. Cmrénﬂy, the District pension plan for teachers, judges,
police, and firefighters has about $3.75 billion in assets and about $8.5 billion in
actuarial liabilities. Thus, about 56 percent ($4.75 billion) of the plan's liabilities to
present and former employees is not funded. The federal defined benefits pension
systems for civilian and military employees holds about $500 billion in Treasury
I0Us and owes about $1.5 trillion in benefits. Accordingly, about two-thirds .
(81 trillion) of federal liabilities to beneficiaries appear to be unfunded. But those
federal securities are merely the promise of the federal government to itself. The left
pocket owes the right pocket, but combined trouser assets are exactly zero. By
increasing the volume of IOUs to $1.5 trillion, the federal government could pretend
to "fully fund” its retirement system. Such funding would cost current taxpayers
nothing. Nor would it directly reduce the burden on future taxpayers. From the
perspective of the federal government as a whole, none of the $1.5 trillion in

promised annuities is funded.
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Independence. The District and federal pension systems also differ significantly in
the extent to which the plans are independent of the employer. The District plan is
under the direction of a Retirement Board, whereas the federal pension systems are
administered by executive branch agencies—the Office of Personnel and Manage-
ment (OPM) and the Department of Defense (DoD). The District's Retirement Board
manages fund assets for the exclusive benefit of employees. The District Board has
demonstrated its fiduciary responsibility and commitment to plan beneficiaries by
obtaining court orders to require the District to make payments to the pension fund.
By contrast, neither OPM nor DoD can be expected to place the interests of

employees above those of the government.

caning of Diff in Plan Fundi

The significance of the Administration's proposed changes in the District's plan stems
from its effects on the security of pension promises to current and former employees
and on who bears the burden of paying the costs of the retirement benefits. The level
of pension plan funding, however, is not a reliable guide to either pension security

or the incidence of pension costs on current or future taxpayers.

False Assurances of Plan Funding. The security of benefits and the distribution of

financing costs for a public pension plan cannot be determined solely on the basis of

5
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its financial condition. Rather, the size of the total fiscal burden being shifted by
government to future taxpayers—in relation to their ability to bear it—is critical to

that determination.

The equivocal significance of a plan's funding level can be demonstrated by
a hypothetical public plan that holds a diversified portfolio of blue chip assets in
excess of the current actuarial value of plan liabilities. From all appearances, annuity
payments are secure. Past and current taxpayers also appear to have paid taxes or
forgone other spending to acquire the assets held by the plan. But the financial
condition of the plan itself reveals nothing about the other assets and liabilities of the
government. For example, the government may have an outstanding public debt
equal to the full amount of its pension obligations, precisely because it acquired those
pension assets with money borrowed through the issue of general obligation bonds.
In that case, current and past generations of taxpayers have paid for none of the
accumulated pension benefits. Instead, they have left future taxpayers with the full

burden of paying for pensions.

Funding pension liabilities with marketable assets may also fail to protect the
security of benefits. If the total tax burden shifted to future citizens is so heavy as to
be intolerable, it will not be borne, and the government will not be able to meet all
its promises. When a government is subject to severe fiscal pressures, assets in its
defined benefit pension plans are unlikely to be regarded as untouchable. Accord-

6
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ingly, a government forced to scale back some of its obligations can offer no

assurances to creditors, including its retired employees, that they will be paid in full.

Usefulness of Plan Funding. Even though the level of plan funding is an unreliable
guide to cost incidence and benefit security, the act of funding a pension plan can
facilitate a rational allocation of pension costs among taxpayers and enhance the
security of benefits. That is true because the process of funding a pension plan affects

the fiscal decisions that determine the overall financial condition of the government.

To fund a pension plan is to recognize the cost of benefits in the budget as
those benefits are being earned. This recognition takes place as the sponsoring
government makes periodic payments to the plan. If they are included in the budget,
those payments must be financed. Policymakers and citizens are forced by the
arithmetic of the budget to acknowledge that pensions are consuming fiscal

resources.

Recognition of costs in the budget does not necessarily mean that the burden
rests on current taxpayers. Financing retirement costs with higher deficits would
shift some of the burden to the future. But without budget recognition and full
disclosure, policymakers have little opportunity to weigh the appropriate division of
costs among present and future generations. Failure to recognize all future net costs
increases the chances that amounts shifted to the future will be greater than intended,

7
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that the shifted burden will be intolerable, and that current policies will be

unsustainable over the long term.

Effects of the President’s P | on Beneficiary Secui

Earned benefits provided under the District pension plan are currently at substantial
risk. More than half are unfunded. Although the District has paid the plan for all
benefits earned since 1979 and made additional payments for the unfunded liability,

the District's current fiscal policies cannot be sustained.

The Administration's proposal for transferring the District's plan to the federal
government would use current assets to pay pension benefits. That policy change
would not affect the security of annuity payments for the next 10 years or so, because
accumulated plan assets provide sufficient financing to pay all obligations coming
due over that period even if the District retained responsibility. After the plan's
assets have been consumed, the superior financial condition of the federal
government compared with that of the District could enhance the longer-term

security of District plan benefits.

In order to determine the effect of the Administration's proposal on the
longer-term security of benefits, the Congressional Budget Office (CBO) looked first

8
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at the long-term projected cash outlays to federal annuitants (see Table 1). That
projection showed federal disbursements to be manageable under current policy.
Federal pension payments to annuitants will constitute a declining share of national
income after 2015 because of downsizing in the federal workforce and armed
services. Also contributing to this downward trend is the shift from defined benefits
to Social Security and defined contributions enacted with the Federal Employees'
Retirement System (FERS) in 1983. Although the projection does not include
outlays for District annuitants under the Administration’s proposal, this share of the
District's pension payments (about $800 million in 2010) is too small in relation to
federal pension outlays ($126 billion) to affect significantly the conclusion that
federal outlays for pensions are unlikely to impose a heavy burden in the future.
From this perspective, projections suggest that federalizing District pension

obligations could increase the long-term security of benefits to annuitants.

The next step in the assessment is to consider the entire burden being shifted
to the future by current federal policies. CBO projects that government spending
under current policy will rise significantly after 2010 (see Table 2). The retirement
of the baby-boom generation and continued expansion in the use of federally
financed health care services will drive up outlays for Social Security, Medicare, and
Medicaid. If policies are not changed, that surge in spending, unless accompanied
by a corresponding increase in tax receipts, will cause federal borrowing to rise to
unsustainable levels.  The projected fiscal stress confronting the federal government

9
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TABLE 1. LONG-RANGE PROJECTIONS OF FEDERAL CIVILIAN AND MILITARY
RETIREMENT PAYMENTS (In billions of current dollars)

1996 2000 2005 2010 2015 2020 2030 2040 2050

Civilian 40 48 62 81 103 124 171 225 296

Military 29 kx] 39 45 Sl 37 24 104 151
Total 69 81 101 126 153 181 245 329 447

Memorandum:

Percentage of

GDP 0.9 09 0.9 09 0.9 0.8 0.7 0.6 0.6

SOURCE:  Congressional Budget Office estimates based on projections by the Office of Personnel Management and the
Department of Defense.

NOTES: Projections do not include spending for retiree health care. They assume that discretionary spending grows with
the cconomy after 2007.

GDP = gross domestic product.

10
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- ABLE2. LONG-RANGE PROJECTIONS OF FEDERAL RECEIPTS AND EXPENDITURES,
CALEND:

AR YEARS 1996-2050 (As a percentage of GDP)

1996 2000 2005 2010 2045 2020 2025 2030 2035 2040 2080
NIPA Receipts 21 20 20 20 20 20 20 20 20 20 20
NIPA Expenditures
Federal consumption
i 6 5 3 5 5 s 5 5 5 H s
Transfers, grants,
and subsidi
Social Security H s 5 s 5 6 6 6 6 6 L]
Medicare 2 3 4 4 5 [ 7 7 s 8 3
Medicaid 1 i 2 2 2 2 2 3 3 3 3
Other* 5 5 4 4 4 4 4 4 4 4 4
Net interest 3 3 1 4 3 4 1 £ £ 2 12
Totsl 22 2 22 23 25 7 29 3t 33 35 3
NIPA Deficit 2 2 2 3 ] 7 9 1 13 15 18
Debt Held by the Public 50 48 48 0 5 75 97 128 158 193 %7
" ‘emorandam:
soss Domestic Product
(Trillions of doliars) 76 9.1 114 144 130 224 277 M3 426 523 05
SOURCE: Congressional Budget Otfice.
NOTES: . ity cuic foodbacks debcits sows, ding is mswncd
o grow with the econonry afier 2007.

GDP w gross domestic product; NIPA = national incocne and product acoouts.

[y Includes federai retirement spending.
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leaves retired government employees exposed to the risk that their earned benefits
will not be paid in full in the face of unrelenting downward pressures on all federal
spending.

Over the longer term, the Administration's proposal would expose District
annuitants to the same fiscal risks that federal employees are facing. Those
beneficiaries face risk now, however, and the net effect on their well-being is

probably improved.

Eﬁ': :15 :f!h: EI:S‘ldEm’S E[DBHSEI on Iax B!lId'.‘nS

The Administration's proposal would shift the burden of most of the accumulated
shortfall in the District plan to future federal taxpayers and provide immediate relief
to District citizens. Inasmuch as the entire unfunded liability in the District's pension
plan is attributable to the failure of the federal government to fund retirement benefits
before home rule, this shift may be appropriate. However, the proposal avoids
burdening federal taxpayers for the next 10 years or so. Use of accumulated assets
to pay benefits for that period enables the federal government to avoid making
payments from its own revenues. The President's proposal requires no net increase
in federal outlays or the deficit except in years that are outside the 10-year budget
planning outlook.

12
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ALTERNATIVE APPROACHES TO THE DISTRICT PENSION PLAN

The President's proposal would provide immediate financial relief to the District of
Columbia. A federal takeover of the pension plan would initially reduce the
District's pension contributions by $176 million a year. Relieving the District of the
obligation to make up the plan's unfunded liability could also raise the credit quality
of the city’s bonds and reduce its financing costs. The primary disadvantages of the
Administration’s proposal are that it terminates the District's independent plan for
funding earned benefits and delays budgetary recognition of the cost that is shifted
to federal taxpayers. As you suggested in your letter of invitation, Mr. Chairman,
alternative approaches to resolving the District's unfunded liability could preserve the
current plan structure, result in earlier recognition of the cost of federal assistance in

the budget, and do so without increasing total federal cost.

P ing the District Pl

Retaining the current plan, with its independent board and its policies of funding

liabilities with first-quality, marketable financial assets could have several advan-

tages. It would avoid the cost of setting up a new retirement pian to fund future

earned benefits for District employees. More important, the current system—if fully
13
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funded now—might afford District beneficiaries more long-term security than they
could obtain under a federal plan. That security might result from the ability of the
autonomous pension board to defend earned benefits from cuts. A fully funded
District plan might also insulate District annuitants from fiscal pressures that may

threaten earned benefits under the federal system.

Two options—a lump-sum payment and 30-year amortization—would
preserve the District's plan (see Table 3). Those plans, which cost the federal
government the same amount in present value, differ only in the rate that federal
funds are paid into the District pension plan. Under the lump-sum approach, the
federal government would make a single payment to the District in 1998 to cover the
estimated unfunded termination lability of $3.9 billion. Operationally, this is the
simplest way of providing immediate relief to the city while preserving the current
plan. The lump-sum option would require an immediate budget outlay for the full

amount of the federal contribution.

The hole in the District pension plan does not have to be filled immediately,
however. The sustainablility of the existing plan could be restored by increasing the
current federal annual payment to the District plan of $52 million through 2004 to
the District plan to $318 million a year for the next 30 years. That is the general
approach recommended by Delegate Eleanor Holmes Norton. The 30-year amortiza-
tion plan would add up to $1.6 billion in federal outlays over the 1998-2002 period

14
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TABLE 3. FEDERAL BUDGETARY COSTS OF ALTERNATIVE PLANS TO ASSUME MOST
OF THE DISTRICT'S UNFUNDED PENSION LIABILITY
(In millions of dollars)

Five-
. Year Present
1998 1999 2000 2001 2002 Total Value*

Administration's Proposal 0 0 0 0 0 0 3,856
Lump-Sum Payment 3,856 0 0 0 0 385 3856
30-Year Amortization* 318 318 318 318 318 1,593 3,856
Pro-Rata Federalization® 208 220 233 247 261 1,169 3,856
SOURCE:  Congressional Budget Office esti based on data from Milliman & Robertson, Inc., District of Columbia

Retiremen: Board Valuation as of October 1, 1996 for Fiscal Year 1998 (Washington, D.C., February 1997).

NOTE: "Unfunded pension lability” refers to the "unfunded present value of accrued benefits” or the unfunded
termination liability. The Administration proposed that the federal government assume responsibility for the
unfunded termination Liability.

2. The present value expresses the flow of current and future p: in terms of an equivalent lump sum paid today. The
calculation assumes a 7.25 percent interest rate, as do the other calculations in this table.

b.  Assumes that 45.3 percent (the current funding ratio of the termination liability) of benefit payments are made by drawing
down trust fund assets and that 50.7 percent of benefit payments come from general federal revenues.

15
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(see Table 3). From the District's perspective, one disadvantage of amortizing the
unfunded liability over 30 years is that receipt of future payments would not be
certain, especially as the federal government begins to come to terms with the

unsustainability of its own current fiscal policies.

The last option, the pro-rata approach, would terminate the District's plan but
disclose federal acceptance of the cost of the District pension plan more prominently.
Under this alternative, the federal government would use plan assets to pay benefits,
but only in proportion to the ratio of current assets to current liabilities. Because plan
assets constitute about one-half the termination value of accrued federal liabilities,
the federal government would pay one-half the annual cost of annuities from
liquidating plan assets and pay the rest from general federal revenues. The estimated

five-year cost of this approach would be about $1.2 billion. B

Reporting Federal Costs

Recognizing the full federal cost of taking over the District's pension plan in the
budget when it is enacted is consisiem with several objectives of budgeting,
including accountability, fiscal control, and the provision of full information.
Accountability requires that costs be matched in time and place with the actions that
give rise to those costs. Recognizing the full cost of a decision also supports the

16
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objective of fiscal control. Furthermore, decisions are not fully informed unless all

information about cost is available.

The District plan's unfunded liability is attributable to the failure of the
federal government to fund retirement benefits before the plan was turned over to the
District under home rule. Under any option that returns the District plan to the
federal government, the cost of earned benefits is "sunk" or possibly fixed beyond
the ability of the federal government to control. Inasmuch as the federal government
incurred but did not recognize that cost in the past, the timing of its recognition
appears to be arbitrary. However, a broader, governmentwide perspective suggests
a decisive basis for preferring earlier to later recognition of pension costs—even
those that are sunk. The essential fact about the financial condition of the federal
government is that its current policies cannot be sustained over the long term.
Current long-term commitments cannot be honored indefinitely with current tax

rates.

Significant policy changes will be required to restore long-term balance, and
those changes will considerably affect the ability of citizens to realize their long-
term financial plans for economic security. The unavoidable increases in taxes or
cuts in spending will require adjustments in personal behavior and plans. Policy
changes will be more manageable and less disruptive if they happen gradually rather
than suddenly. That is especially true for changes in retirement programs, on the

17
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basis of which citizens are making plans and taking action over a lifetime. To wait
until beneficiaries are nearing retirement to change policy is to leave annuitants
without opportunities to minimize their losses by adjusting long-term consumption
and savings. The sooner the necessary changes in policy and expectations are
adopted, the more gradual they can be and the lower their social cost. The need to
ease the adjustment to a sustainable set of policies argues for recognizing all costs

sooner rather than later.

IMPLICATIONS FOR FEDERAL PENSIONS

The disadvantages of the President's proposal to convert a District pension fund into
a federal plan highlight some weaknesses of the federal pension system. One
weakness is that the security of earned federal retirement benefits is not assured.
Another is that in a cash-basis budget, cost recognition for federal pensions is
deferred until benefits are paid out. The Congress has a variety of options for

addressing these shortcomings. Of course, each remedy has its own disadvantages.
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The Security of Eamed Federal Benefits

Few observers feel that a doomsday scenario, which is inherent in the unsustain-
ability of current federal policy, is a realistic forecast. The government is expected
to modify current policy to avoid that outcome. The process of adjusting current
policy to a sustainable path, however, will expose all federal spending programs to
intense downward pressure. Spending for federal retirement benefits is unlikely to

escape those pressures entirely.

The insecurity of benefits is obviously a disadvantage to beneficiaries. But
it may also be inconsistent with the interests of taxpayers and the public at large. The
uncertainty of benefits can reduce the value that current employees assign to future
benefits. That discounﬁng for risk raises the total compensation that must be offered
to attract employees to government. Thus, taxpayers would benefit from increasing

the certainty of retirement benefits in terms of a lower cost of total compensation for

federal employees.

The federal government gives only incomplete recognition to the cost of employee
retirement benefits as they are earned. Current costs are recognized through internal
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bookkeeping entries rather than cash payments, which are the unit of account for
most other activities. In addition, the accounting entries understate the costs of

eamned benefits for many employees.

Trust funds for defined benefit pension plans for civilian and military
personnel have been e;tablisl@ed on the books of the government in order to tally and
report those costs. Employee contributions to defined benefit plans are credited to
the trust fund. Similarly, intragovernmental transfers from employing agencies are
credited to the trust funds as benefits are earned. For employees covered by FERS
or the Military Retirement System, agency transfers of credits cover the present value
of the normal cost of earned benefits. For civilian employees covered by the older
Civil Service Retirement System (CSRS), agency transfers cover about one-third of
the present value of the government's expected outlays for pensions. Agencies make
no transfers to the trust funds for the cost of retiree health care benefits. Those costs

are paid out of the general fund of the Treasury.

The excess of employee and agency contributions over benefits paid in any
period is "invested" in special-issue Treasury debt, on which the Treasury pays
interest. But because of the underfunding of CSRS benefits and an inherited deficit
in the Military Retirement System, the trust funds have a gap between Treasury
promissory notes and pension liabilities (health care costs are not booked) of about
$1 trillion. Consequently, Treasury's interest payments to the trust funds are only
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about one-third of the amount required to convert the present value of earned pension
benefits into the amounts to be paid. That underpayment increases the gap between
Treasury IOUs and pension obligations, despite a series of Treasury payments
intended to amortize the trust fund deficit. Therefore, the funds' reported unfunded

liability tends to grow.

Options for Improving Federal Pension Securi

Alternative structures for federal pension plans could accelerate recognition of
pension costs in the federal budget and contribute to an increase in the security of
earned benefits. Options that inform legislators and citizens more quickly of the
fiscal consequences of current policies could facilitate the adjustment to a sustainable
policy path, reduce future financial stress, and add to the security of earned benefits.
Those alternatives would require some trade-off of other objectives, however. Two
options are outlined here: a fully funded, defined benefit plan and a pure defined

contribution plan.

Funding the Federal Defined Benefit Plans. The federal government could adopt a
fully funded version of the District of Columbia’s defined benefit pension plan.

Doing so would mean creating an independent board of trustees charged with the
fiduciary responsibility of overseeing the operation of each plan for the sole benefit
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of plan participants. An autonomous board might provide some protection of earned
benefits by monitoring and reporting periodically the financial condition of the plan
and actions of the federal government that could threaten benefits.

That option would also require the government to acquire a large portfolio of
high-grade investments. Purchasing those assets would accelerate the recognition of
federal pension costs by raising budget outlays and the deficit now. One way in
which funding the plan would increase the security of federal pension promises is
through an improvement in the general, long-term financial condition of the
government. The short-term increase in the deficit is the key to obtaining that
improvement. If the size of the current budget deficit affects the willingness of the
Congress to spend or tax now, raising the deficit now rather than later will cause
some cuts in-spending or-increases in taxes now. Depending on the specific policies,
that adjustment could shift some of the burden slated to be borne by future taxpayers
to the current generation and guide fiscal policy toward a more sustainable course.
If policymakers do not adjust current policy in response to higher current deficits, all
the assets acquired to fund pension liabilities will be matched by an equal increase

in federal debt and the future tax consequences of current policy will remain

unchanged.

Because the critical link between the funding of pension benefits and
increased pension security occurs through the effect on the budget deficit, it is worth
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noting that the advantages of funding could also be obtained through changes in the
federal budgetary treatment of pension benefits. For example, by simply filling the
shortfall in the federal trust funds with Treasury IOUs, requiring agencies to pay the
full cost of CSRS benefits, and designating the trust funds as nonbudgetary, the
annual federal deficit would be increased by the annual change in the value of earned
pension benefits. Funding the cost or retiree health benefits in the same way would
add further to the deficit. Fully funding federal defined benefits with either Treasury
I0Us or private securities would also require that projected increases in the federal

debt ceiling take place now rather than later.

Funding a federal defined benefit plan with a portfolio_of securities would
also raise some potential difficulties. First, the trustees might be subject to political
pressure to invest the retirement funds according to the objectives of the sponsoring
government and to exercise some control over the firms in which it invested. That
is the same issue that arises in proposals to invest the Social Security trust funds in
private securities. Second, a funded defined benefit plan might provide new
opportunities for budget gimmickry. It is not a simple matter to evaluate the assets
and liabilities of such a plan to determine its actual funding level. Where there is
room for doubt, there is room to fudge. Indeed, many private, state, and local

sponsors do not fully fund their defined benefit plans.
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Defined Contribution Plan. The difficulties inherent in a defined benefit pension
plan have prompted a number of private and public employers to move to defined
contribution plans, such as the federal Thrift Savings Plan (TSP). Defined
contribution plans have all the cost recognition features of a fully funded defined
benefit plan combined with the further advantages of greater ease of administration,
security and portability of earned benefits, and limited scope for budgetary sleights

of hand.

Under a defined contribution plan, an employer pays benefits as earned to a
pension fund in which accounts are maintained for individual beneficiaries, who
exercise some control over fund investments. The government's cost of providing
pensions is recognized as outlays as the benefits are earned and paid. Once paid into
employee accounts, contributions belong to employees. For public employees in
particular, there is less risk that the government will succumb to future budget
pressures and renege on earned benefit promises. Moreover, defined contribution
plans are always fully funded by definition. If the employer defaults on the
agreement to make contributions, that breach is immediately apparent, rather than

being discovered when retirement benefits are due for payment.

Experience to date with the Thrift Savings Plan suggests that a possible win-
win situation might exist—savings for the government and higher-valued retirement
benefits for federal employees—if the government were to switch to the defined
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contribution approach. Because of the potential for high returns on TSP investments
and the plan's other positive attributes, the average employee might be better off if
the government made the switch away from defined benefit plans. For example,
employees might find a $90 contribution to the TSP more attractive than a $100

contribution to the defined benefit plan.

Defined contribution plans have some disadvantages, however. First, the
value of the benefit at retirement depends on the financial performance of plan
investments. Although employees can reap rewards from holding marketable
securities, they also bear the risk of fluctuations in value. Inevitably, some employees
will be unlucky or make poor investment choices and will end up with a lower
benefit at retirement than expected. Second, a defined contribution plan does not
penalize employees who change employers, as a defined benefit plan does. Some
employees and employers may regard that as an advantage, but for other employers
it may mean reduced worker loyalty and greater employee turnover. As a result, the
employer may have a weaker incentive to invest in employee training. Third, defined
contribution plans do not include a disability benefit that is often rolled into a defined

benefit plan. To fill that gap, disability insurance has to be added to the

compensation package.
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CONCLUSION

The President's proposal for addressing the unfunded liability in the District's pension
plan exploits federal budgetary accounting practices to prevent any of the cost from
appearing in the budget outlook for the next 10 years. That delayed cost recognition
sends policymakers and the public the wrong signals about the commitment of scarce
resources and shifts fiscal burdens to the future. Alternatives to the Administration's
proposal could increase the chances that a larger share of the cost would be borne

now and increase the long-term security of benefits.

Although the cost of federal pensions is projected to decline as a share of
national income, overall federal fiscal policies are unsustainable over the long run.
Federal pension benefits, which are backed solely by the ability of the federal
government to finance payments when they come due in the future, are thus subject
to some risk that they will not be paid in full. Improving the federal government's
long-run fiscal condition would increase the security of the current system of federal
employee benefits. Fully funding current plans could contribute to the difficult
process of improving the fiscal condition of the federal government if doing so
affected Congressional behavior to act sooner to reduce other spending or increase
taxes. Alternatively, the Congress could switch federal retirement benefits to a
defined contribution basis, but such a change would increase the vulnerability of

beneficiaries to investment risks at the same time as it reduced political risks.
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Mr. MicA. I thank each of our panelists.

Mr. Blum, is there a precedent for raiding trust funds in this
fashion?

Mr. BLUM. An analogy might be drawn—I don’t know if I would
call this a precedent—but an analogy might be drawn to what hap-
pens with private sector defined benefit plans where companies ter-
minate these plans. They go out of business. The Federal Govern-
ment, in fact, has an insurance program. The Pension Benefit
Guarantee Corporation, does provide insurance for those plans.

And, in effect, what happens when that occurs is that the cor-
poration takes over the assets of the terminated plans, and the
Federal Government is committed to paying the benefits that have
been earned under those plans, up to a limit, in terms of the
amount of the benefits that can be paid.

Actually, the way that this shows up in the Federal budget is
quite similar to what the administration has proposed here for the
District, in the sense that the assets in those privately terminated
plans are drawn down as needed and to help finance the Federal
benefit payments that go to the beneficiaries. The budgetary treat-
ment turns out to be essentially the same, and I think one could
say that there is a similar situation going on here with the admin-
istration’s proposal.

Mr. MicA. Well, I think you also testified that, while there is
some short-term gain in this plan—it does relieve the District, I
think initially, of about a quarter of a billion, I guess, initial pay-
ment, and then that comes down—what is the pitfall in the long-
term? Are we just adding to this already massive unfunded liability
that the feds have in their own system?

Mr. BLum. Well, the Federal Government would be taking over
the unfunded liability of $4.8 billion, as it stands now, and that
would be added to, as you pointed out, our essentially unfunded li-
ability of $1.5 trillion.

Mr. MicA. Did you calculate what that would be, like when we
run out of funds, the $4.8 current?

Mr. BLum. Well, we think that that would last, assuming the re-
maining—the assets would be drawn down only as needed each
year, and therefore they would continue to have earnings. We think
that this would last for about 10 years.

Mr:? MicA. What would the unfunded liability be in 10 years, the
same?

Mr. BLuM. No, I assume that would grow.

Mr. MicA. To how much?

Mr. BLUM. I haven’t done the calculation for that, but we could
do that.

[The information referred to follows:]

In the Administration’s proposal, the unfunded liability of $4.75 billion would

grow by the assumed actuarial interest rate of 7.25 percent. After 10 years, it would
total $9.6 billion.

Mr. MicA. So, as we are drawing down the asset, the unfunded
liability is increasing, and in 10 years—if you could provide the
subcommittee, I would like to know what kind of an obligation we
are inheriting.

Does the Federal Government have this inherent responsibility
anyway, since the financial arrangement of the District is so closely
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intertwined with Federal finances? Would that be a fair assump-
tion, or do we truly have an independent pension fund, as has been
termed in some of these documents, and that’s presenting kind of
a firewall, or is there just an obligation we’re going to have to meet
anyway?

Mr. BLum. Well, I think, as Congresswoman Morella pointed out,
and also Mrs. Norton, under home rule and with that District Re-
tirement Act of 1979—up to then what we had was essentially a
Federal retirement system for these District employees that was on
a pay-as-you-go basis. There was no real funding of the plan.

In 1979, in effect, that plan was then shifted to the District, to
become the responsibility of the District, and the Federal Govern-
ment opted only to pay for 25 percent of the unfunded liability that
existed at that time. I think what the administration has recog-
nized is that the Federal Government was responsible perhaps for
all or almost all of that initial unfunded liability that was passed
to the District.

Mr. MicA. You heard the calculations, and I think we got that,
those figures from OPM, as far as the out-of-pocket expenditures
from the general treasury to pay current benefits, it grows pretty
dramatically. In 10 years, it’s up close to $100 billion a year, I be-
lieve, somewhere in that range.

So this unfunded liability, and then that general obligation
would kick in—at some point, I guess after 10 years, somebody is
paying the difference between the premiums coming in and the
payments going out; is that correct?

Mr. BLuM. That’s the nature of a pay-as-you-go financing system.

Mr. MicA. Right. But the pay-as-you-go, the new payer will the
Federal Government. How much will that add to the—I guess we
will be up around $100 billion a year, and this will just be, what,
another quarter of a billion? Is it $700 million?

Mr. BLUM. Our calculation is, after the assets have been ex-
hausted, the Federal annual payment will be somewhere between
$700 million and $800 million a year. That, I suppose, could be con-
sidered a drop in the bucket compared with the actual.

Mr. MicA. Let’s see. I'm 54. When can I start drawing? I want
to calculate this so I get out just in time, when all this crashes. So
it’s about three-quarters of a billion at that point.

Mr. BLumMm. That’s true. For example, in table 1 of my prepared
statement.

Mr. MicA. That’s equal to the entire subsidy I think we did last
year, or fairly recently, isn’t it, to the District? What is the Dis-
trict’s biggest shortfall; $660 million? Oh, OK. Well, it’s right in
that range. And in 10 years we would need that just to meet the
shortfall for pension.

. 11}/11". Brum. Well, I might comment on the use of the word “short-
a '”

Mr. MicA. Money coming in versus money going out.

Mr. BLuM. Well, that’s true, that difference. But that is the na-
ture of the pay-as-you-go financing system for the Federal retire-
ment system, which is a common way of financing retirement bene-
fits for central governments worldwide. Essentially, it’s drawing
upon the entire financial resources of the country, simply because
the Federal Government enjoys a taxing power that reaches nation-
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wide, as opposed to something like the District which can only tax
its own citizens.

Now, in the year 2005, according to the estimates in table 1, our
projection is that the total Federal, civilian, and military retire-
ment payments will amount to $100 billion. So adding $700 million
or $800 million is adding less than 1 percent to the total that the
Federal Government will be expending less than 10 years from
now.

Mr. MicA. I thank you.

I yield to our ranking member now.

Mr. CuMMINGS. Thank you very much, Mr. Chairman.

Mr. Blum, back in June 1995, you testified before this sub-
committee that the Civil Service Retirement fund does not face a
financial crisis. Is that still your opinion?

Mr. BLUM. Yes, it is, and it’s drawn from, essentially, the num-
bers that are presented in table 1 of my statement today. Two
years ago, we made the same point, looking in terms of what the
cost of these annual retirement benefits would be in constant dol-
lars. We were saying that, after 2015, in constant dollar terms,
those payments would actually diminish.

What I've done today is give a different kind of measure. Here
we’re looking at the projected cash outlays as a percentage of the
total economy, the gross domestic product. It’s a typical way of
measuring what the burden will be on taxpayers in the future.
There it shows that the total civilian and military retirement bene-
fits will remain constant at about nine-tenths of a percent of GDP
through 2015, and then begin to decline. So, in that sense, the bur-
den will be reduced over the longer term, on current taxpayers.

Now, as my statement goes on to explain, looking at just the re-
tirement plans does not give you a complete picture of what the fis-
cal situation will be for the Federal Government as a whole. That
was provided in table 2 in my prepared statement and discussed
in more detail in this report that we issued last month.

Looking down the road, we can see that, while we’re in a rel-
atively benign period, in terms of the Federal deficit coming
down—Ilast year it was only 1.4 percent of GDP—the long-term pro-
jections over the next 10 years, it doesn’t rise all that much under
the current policies.

But after the retirement of the baby boom generation, in the year
2010, then the picture changes. We're getting an aging population,
and with the commitments that the Federal Government has made
to pay Social Security benefits to retired people, to finance health
care expenditures under Medicare and, to a growing extent, under
Medicaid, it will add a considerable burden, considerable pressure
to the overall fiscal picture for the Federal Government.

Unless taxes were raised, the deficit would begin to mount rather
seriously, and after a period of time, the debt that the Federal Gov-
ernment would have would have serious economic consequences.

Mr. CUMMINGS. At that same hearing, you testified that, “The
projected cash-flow benefits